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IN THE UNITED STATES COURT OF Ari’EALS 
FOR THE SECOND CIRCUIT 

No. 74-1166 

PHILIP HAHDELI-IAN and ESTHER HANDED<IAN, 

Appellees 

V. 

COI'E-IISSICNER OF INTERNAL RE'y/ENUE, 

Appellant 

ON APPEAL FROM THE DECISION OF THE 
UNITED STATES TAX COURT 

BRIEF FOR THE APPELLANT 

STATEMENT OF THE ISSUES PRESENTED 

1. Whether the Tax Court erred in holding that h>95jOOO 
received by taxpayer represented payments fi.’cm the sale or 
exchancu of certain stock hold by him in Graphic Arts Exhibit 
Buildinc* Inc., and accordincly qualified for capital c^ain 
treatment . 

2. Whether the Tax Court ei'red in allowinc taxpayer to 
report the $95 >000 in payments received by him on the installment 
method of accounting. 

3. Whether the Tax Court, in holding that taxpayer was 
entitled to ileduct 60 percent of the nmotintn clnljnod for the 
years l')63 tlircug.h 1965 as expenr.es for tlie* maintenance and 
oj)ei'ation of his 46-foot sailing sloc>p, failed to prcnerly 
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apply the disallowance and substantiation rules of Section 27^ 
of the Internal Revenue Code of 1954 and the Treasury Regula- 
tions prornuicated thereunder. 

STATEf-aCNT OF THE CASE 

This appeal involves deficiencies in tax initially deter- 

y 

mined by the Commissioner, in taxpayer's income tax for the 

i/ 

years 1951 through 1965» inclusive. (R. 10-20.) The Tax 
Court's memorandum findings of fact and opinion (R. 152 -17o), 
which is unofficially reported at P-H Memo T.C., par. 73>057, 
was filed on March 7, 1973, and the court's decision in respect 
thereof v/as entered thereafter on August l6, 1973 (R* l80). Th>i 
notice of appeal was timely filed on November 13, 1953* (H* lS‘> 

183.) Jurisdictior. is conferred on this Court by Section 7482 
of the Internal Revenue Code of 1954. 

The facts, as found by the Tax Court and as otherwise dis- 
closed in the record, may be summarized as follows: 

I 

Taxpayer organized Graphic Arts Exhibio Building, Inc. 
(hereinafter referred to as Gi’aphic Arts or the corporation) 
for the pui’pose of constructing and then leasing space in a 


1/ Philip uandeiman will be referred to hei'oinafter as ti'.e 
taxpayer. Esther Handolman is a party solely by virtue of the 
fact t.hat she and taxpayer filed Joint returns for the years 
in issue. 

2/ "R." references are to the separately bound record appendix: 

Vol." references are to the separately bound exhibit volam;. 
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building at the site of the Hew York World's Fair I964-I965. 

(R. 15^*— 155; Vol. 28-29.) in June of I96I, taxpayer 

entered into an employment agreement with Thomas R. O'Connor, 
under which O'Connor was to be employed by Oraphic Arts and 
also was to acquire "a little stock interest" in the corporation. 
(R. 155*) Shortly thereafter, O'Connor offered to purchase 

all the stock of the corporation. In the negotiations which 
followed, O'Connor acted on behalf of himself and Joan Van de 
Maele, who was his partner and financial backer. (R. 56, 75j 

155 . ) 

The Tax Court found that O'Connor, Van de Maele and taxpayer 
"agreed" in December, I961, that O'Connor and Van de Maele would 
purchase certain shares of taxpayer's stock in Graphic Arts. 

(R. 155-156.) During I96I, Van de Maele paid taxpayer |25,000, 
to which he ultimately became entitled when one of the several 
escrow arrangements, described hereafter, failed to close because 
Van de Maele and O'Connor were unable to meet certain conditions 
thereof. (R. 63-6^}.) 

On Decomter 8, I961, Van de Maele executed two notes, pay- 
able to taxpayer on June 3, 1962, in the respective amounts of 
$50,000 and $175000. At the same time. Van de Maele and O' Connor 
executed a note in the amount of $^l8,000, payable to Dr. A. Alfr-.>d 
Solomon, who was another shareholder of Gra])hlc Arts. (R. 155- 
156; Kx. Vol. 42, 55-56.) These nqtos were related to the 
agreement of O'Connor and Van do Maele to purchase the stock of 
taxpayer, and to a so]iarato agre»*ment to purchase the sliares 


owned by Dr. Co.Umon. 


(K. 156; Ex. Vol. 43.) 
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The alleged agreement of December, 19^1, was not introduced 
Into evidence, although requested by the Court. (R. 59 > 6?.) 
However, the record otherwise discloses that it apparently per- 
tained to 59 shares of Graphic Arts stock owned by taxpayer and 
24 shares belonging to Dr. Solomon. (Ex. Vol. 43.) As des- 
cribed hereafter, the aggregate number of shares, 83 in this 
instance, involved in taxpayer’s negotiations with Van de Maele 
and O'Connor, was substantially altered at each stage of the 
various arrangements between the parties. At one point the 
total was 88 shares, at another it was 104 shares, and at still 
another point it was 64 shares. Moreover, the consideration 
which O'Connor and Van de Meale were to pay for the shares also 
varied in each of the attempted transactions. (R. 63-68, 156- 
157, 160, 162.; Ex. Vol. 20-21, 69, 78, 79.) No shares of Graphic 
Arts stock, however, were, in fact, ever delivered to Van de 
Maele or O'Connor prior to 1970, by which time the corporation 
had been dissolved; further. Van de Maele and O'Connor never 
otherwise acquired any of the rights or obligations attaching 
to any of the corporation's stock in the interim. (R. 63-64, 

82, 157-160, 162; Ex. Vol. 20-21, 23, 24, 28-29, 69, 78, 79.) 
Indeed, the corporation never, in fact, consti’ucted the exhibit 
facility at the World's Fair 1964-1965, and ultimately defaulted 
on its lease of the building site. (R. 69, 75* ) 

On February 20, 1962, and thereafter on March 26, I962, 

Van de Maele made additional payments to taxpayer Ih the amount.; 


fi 
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of 4.30,000 and ^40,000, respectively. (R. 1^6; Ex. Vcl. 30, 
31-32.) While taxpayer's testimony about these two payments 
is somewhat uiiclear, it does appear that these payments, like 
the $25,000 received by taxpayer in I96I, were related’ to the 
various escrow arrancements entered into in respect of 'Van de 
Kiaele's and O'Connor's several attempts to purchase different 
aunounts of taxpayer's Graphic Arts stock. (R. 63-64, 66-67, 

68, 73-74.) Neither these payments of $30,000 and $40,000, 
nor the $25,000 payment received by taxpayer in I961, were 
applied in reduction of the two notes payable to taxpayer which 
were executed by Van de Maele on December 8, I96I. On or about 
June 8, 1962, these notes were duly presented for payment, but 
retui’nod unsatisfied. (R. 156; Ex. Vol. 17, 39-41, 75> 76.) 

Thereafter, by an agreement dated June 13> 1962, the terms 
of tne ''proposed sale" (R. 157) were modified. O'Connor and 
Van de Kaele Jointly executed an additional note in the amount 
of $59*000* 1'ho a{;roement of June I3, 1962, pertained to this 
new note as Wf.*ll as to the two previous notes payable to taxpayer 
in the respective amounts of $50,000 and $17*000, and to the 
$48,000 note payable to Dr. Solomon. It otherwise related to 
88 shares of Graphic Arts stock, not the previous number of 83 
shares, and provided that the voting rights of the stock were 
to remain with taxpayer during the escrow and that, in the 


event the notes were not paid by the closing date, the stock 
was to be returned to him. (!\. 69-70.) Although the closing 
date of the er.crtw was extended tc^ July 11, I962 , nctie of the 


I 
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four notes covered by the agreement of June 13, I 962 , were paid, 
and the escrow was accordingly terminated and the stock returned 
to taxpayer. (R. 63-64, 159-160; lix. Vol. 14-15, 77.) In addi- 
tion, upon the termination of the escrow of the shares, taxpayer 
alone became entitled to retain the $25,000 payment made to him 
in 1961 by Van de Maele. (R. 63-64, 68.) 

Thereafter, on or about March l4, I963, a second escrow 
arrangement was entered into by taxpayer. However, the terms 
of this escrow differed substantially from those of the prior 
escrow agre.ment of June I3, I962 . Under tlie March l4, 19^3, 
escrow, taxpayer deposited into escrow 104 shares of Graphic 
Arts stock, or 16 more shares than were) covered by the escrow 
of June 13, 1962. Moreover, under the new escrow instructions, 
taxpayer was personally to receive $150,000, or $24,000 more 
than was payable to him in respect of the various notes in his 
favor which v;ere referred to in the escrow of June I3, I962 . 

(R. 66-74, I6O-I6I; Ex. Vol. 78.) Indeed, It is clear that this 
new escrow ari’angement now did not Include '.he shares of Graphic 
Arts stock held by Dr. Golomon, since the $150,000 involved merely 
covered this additional $24,000, plus the three notes payable 
to taxpayer in the amounts of $50,000, $17,000, and $59,000. 

(K. I6O; Ex. Vol. 39, 54-56.) The closing date of the escrow 
arrangement of March l4, I963, was extended by still another 
escrow dated Marcli 20, 1963. Roth of these escrow arrangements 
provided that the steel; was to be returned in the event the pay- 
i:’.ent out of escrinv was nut made to taxpayui*. The payi::entc wej’e 
in fact not made, and the esot\>w was terminated. (R. 7'8-82, 1(>0-’ 


- 7 - 


l6l; Ex. Vol. 73, 79.) 

The payments of $30>000 and $40,000 made to taxpayer by 
Van de Maele in Februaiy and March of 19 ^ 2 , respectively, were 
received by taxpayer in respect of his agreement to enter into 
the several escrow arrangements of June 13, I962, ar;d of March, 
1963. And, as with the $25,000 payment which he received in 
1961, taxpayer retained the $30,000 and $40,000 payments when 
the escrows failed to close because Van de Maele and O'Connor 
did not meet certain of the conditions thereof. (R. 63-64, 66, 

67-68, 73-74, 111, 156.) 

After the termination of the final escrow of March, I963, 
taxpayer initiated an action in the Supreme Court of the State 
of New York agains« Van de Maele and O’Connor. In this action, 
taxpayer did not sue upon any purportedly enforceable contract 
of sale, but merely sought to recover on the three notes payable 
to him I’.i the aggregate amount of $126,000 'i.e., $50,000, $17,000, 
and $59,000, respectively) and the additional $24,000 to be paid 
to him under the escrow arrangements of March, I963. (R. 16I; 

Ex. Vol. 7-11, 49-53*) In their answer. Van de Maele and O'Con.ior 
asserted as an affiriuatlvc defense the clause of the escrow 
agreement of June I3, 1962, and the similar provisions of the 
escrow arrangements of March, I963, which directed the escrow 
agent to return the stock to taxpayer in the event the notes 
were not paid. They claimed that those provisions comported 
with an oral understanding of the parties to the effect tfiat 
any agreement to purchase tlie stock wotild bo cancelled if Van 


- 8 - 


de Meale and O’Connor were unable to satisfy the notes. (Ex, 

Vol. 14-17, 57-74.) In grantln" taxpayer's notion for summary 
Judgment on the three notes, the New York State court hold that 
such parol evidence was impermissible to raise a defeasance 
provision in derogation of the unconditional terms of the pro- 
missory notes. The court accordingly otherwise denied taxpayer’s 
motion for summary judgment Insofar as it related to the addi- 
tional $24,000 "not proved by document." (R. l6l-l62; Ex. Vol. 
15-16, 35-36.) 

Ultimately, in April, 1971, the litigation in the New York 
State court brought by taxpayer against Van de Maele and O'Conror 
was settled. Van de Meale and O'Connor paid taxpayer an addi- 
tional $89,500 in return for a general release, the three notes 
held by him, and certificates rdpresencing 64 shares of Graphic 
Arts stock. .3y this time, the corporation had already been 
dissolved by proclamation of the Secretary of the State of New 
York for nonpayment of taxes. (R. 73-77, 162; Ex. Vol. 20-22, 

23, 24, 28-29.) 

In his deficiency notice, the Commissioner determined that 
the $95 » 000 in payments, which had been retained by taxpayer 
when Van de Maele and O'Connor's several attempts to purchase 
taxpayer's Graphic Arts stock were in "final default", consti- 
tuted ordinary Income. The CoiiunJss loner also determined the 
deficiency in tax on the basic that taxpayer was not entitled 
to the installment m.ethod of reporting. (S'. 15-16.) The Tax 
Court iiold that the .;''i5.000 In (iU''stlon was long-term gain 
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from the sale of a capital asset, and also permitted taxpayer 
to i*eport such on the installment method. (R. l64-171») 

The Commissioner appeals from this decision. (R. I82-I83.) 

II 

During the taxable years in question, taxpayer was a prac- 
ticing attorney in the State of New York. He specialised prin- 
cipally in litigation, and to a substantial extent clients 
were obtained by him through referrals, for which he paid large 
fees to other attorneys in all the years in issue. (R. 145-1^7; 
Exs. C (Schedule C), D (Schedule C), E (Schedule C) and 6-F 
(Schedule C, :jine 17, Legal Fees Paid To Other Attorney).) 

Taxpayer also was a well-known and an accomplished sailinr; 
enthusiast. He began to sail in the 1930's, and his won several 
races, including tne Bermuda race. (F. . l4l, l63«) During the 
period 1963 througii 1965, taxpayer cortinued to race his boat, 
the Choe Chee V, a 46-foot offshore sailing yacht, in about five* 
or six races each year.. (R. 87-88, 9S , 125> 127-128, 135“138, 
l4l, 162-163; Ex. Vol. 4.) Taxpayer also Incurred certain ex- 
penses in the use of the Choe Chee V for entertainment purposes, 
which ho alleged were related to his business as a practicing 
attorney, and in respect of which he claimed business expense 
deductions in his tax returns for 19 <j 3 through 1965* Inclusive. 
(Ex. Vol. 4; Exs. C (Schedule C), D (Office Expenses), E (Office 
Expenses), and 6-F (Schedule C-1).) 

In respect of the entertainment functions on the boat for 
wliich ho claimed the deductions in question, taxpayer apparently 
used the sailing sloop on some occa-sions as a means of genera t^ti , 
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1 

1 


i 

1 
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goodwill ajnong persons he hoped would become his clients. He 
variously testified that the boat was employed "with the idea of 
creating clients and obtaining legal retainers," and "to culti- 
vate prospective clients." (R. 83, 90-91, 102-103, 127-128, 129.) 
The record contains no evidence that any specific business dis- 
cussions were carried on during any of these events. Indeed, 
taxpayer testified that he refrained from asking guests even 
to sign a log on the boat, or overtly keeping such records in 
respect of his allegedly business-related use of the yacht, 
because such a practice would have defeated the glamorous image 
he wished to create. (R. 89, 91-92, 102, IC5.) Rather, the 
boat was devoted exclusively to the "glamour" of entertaining 
(R. 102) and "comfortable" sailing, or to the singular and all- 
consuming efforts of racing (R. 13^0 

In his deficiency notice, the Commissioner disallowed all 
the deductions claimed for boat expenses in taxpayer's returns 
for 1963 through 19 ^ 5 » on the ground that such expenses did not 
meet the requirements of Section 274 of the Internal Revenue Code. 
(R. 16, 17, 18.) 

In addition to his own testimony, the only other evidence 
presented by taxpayer at the hearing before the Tax Court con- 
sisted of the testimony of his secretary, and certain summaries 
prepared by the secretary from diaries and telephone logs. (R. 
87-109, 119-190; Ex. Vol. 99-99, 102-104, lOu-lOB.) His secre- 
tai’y's testimony rovoaleil lint the toloi hone logs ami the dlario.;, 
and, therefore, the suirimai'Ies thejiiselves, did not disclose evei'y 


fi 


f 
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use of the boat, but only those specific uses armnced through 
taxpayer’s office. (K. 95.) 

The record before the Tax Court contained no evidence, 
derived from any of these sources, concerning taxpayer’s total 
use of the boat. Moreover, the record otherwise contained no 
evidence that the boat expenses were in any amount directly 
related to specific business discussions aboard the yacht. 

On this evidence, the Tax Court concluded that taxpayer 
satisfied the requirement set forth in Section 27^1- that an 
entertainment facility such as a boat be used "primarily" for 
business purposes. (R. 17^-175.) The Tax Court then allocated 
60 percent of the total boat expenses claimed by taxpayer to 
what the Court termed taxpayer's "business use" (R. 175) of 
the facility, on the basis that ‘a similar allocation had been 
agreed to by the parties in respect of the tax years I 96 I and 
1962 , years which were prior to the enactment of Section 274 
of the Internal Revenue Code of 1954. (R. 112-113, 175-176.) 

The Conunissloner also appeals from this decision. (R. 182-183-) 

SUI-UIARY OF >\1%GU:-IEUT 

1. It is well settled that payments received by a tax- 
payer in respect of an executory and ultimately uncompleted 
agreement are not to be afforded the benefits of the capital 
gain provisions of the Code. In such a situation, taxpayer 
not only receives the payments in question but also retains 
control and domlirlon over the cai'ltal asset Itself. The rocor.l 
in this case iliscloses that on several distinct occasions Van de 

Meale :uid O'Cinnor atter.pted unsuceesr.f ully to purchase varying 
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quantities of taxpayer's Graphic Arts stock for different amounts. 
While several acreements to purchase the stock may have been con- 
templated, rone wore ever consummated. IIo stock was delivered 
to Van de Made and O'Connor prior to 1970, by which time the 
corporation was defunct, and taxpayer otherwise retained all the 
rights attaching to the stock. The $951000 in payments then, 
to the extent they were not fees for legal services, were 
received by taxpayer in respect of his agreement to escrow 
different amount of his stock on several different occasions. 

When the various escrows failed to close, taxpayer- retained the 
$95,000. The 1^95,000 v/as, therefore, dearly not received from 
the sale or exchange of the stock. Rather, the payments were 
compensation for services or in the nav.ure of liquidated damages, 
but in either event, are taxable to taxpayei* as ordinary income. 

2. Since there occurred in this case no sale or exchange 
or other disposition of the Graphic Arts stcjck, it must follow 
that taxpayer is not entitled to reporl, the $95>000 on the in- 
stallment method. In fact, in no event could the taxpayer avail 
himself of the benefits of installment reporting. The several 
arrangements between taxpayer and Van de Made and O'Connor 
involved different amounts of stock for var^'^ing amounts of con- 
sideration. These circumstances make it impossible to determine 
the factors necessary for computation installment profits. 

3. Cection Internal lievenue Code of 195^l-» was enacted 

to d.lmlirite tax abustn'; will eh had developed in rosxiect of enter- 
tainment expense deductions. V/ith rer.pect to entei’tainment 
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facilities, Section 27^l-(a) (1 ) (3) of the Internal Revenue Code 
of 195 ^ requires taxpayer to establish that the yacht was "used 
primarily" for business purposes and, moreover, that each "item" 
of expense was "directly related to. the active conduct" of busi- 
ness. In addition. Section 274(d), and the Treasury Reculations 
promulcated thereunder, impose upon taxpayer the responsibility 
of substantiating the expenses claimed. 

(a) The "primary use" of a facjlity is established by 

showing that more than 50 pei'cent of the total days of use were 

days of business use. The Tax Court acknowledged that taxpayer 

/ 

did not establish the total days of use or the part thereof 
which were related to personal use of the yacht. It was, there- 
fore, error to conclude that the facility was used primarily for 
business purposes. 

(b) Taxpayer must also establish, in addition, that each 
"item" of expense was "directly related to the active conduct" 
of business. Sec. 274(a)(1)(B). In enacting this language in 
Section 274(a)(1)(B), Congress specifically intended to disallow 
deduction of expenses related to entertainment facilities when 
such facilities were used merely for the creation or maintenance 
of goodwill. Accoi-dingly , it has recently been held that such 
expenses are not "directly related to the active conduct" of 
business. Hinpodrome Oldsmoblle, Inc, v. United States , 474 F. 
2d 959 (C.A. 6, 1973); D.A. Foster Trenching Co., Tnc. v. United 
Stater , 473 I'. -‘1 13>^ (Ct. Cl., 1973). "’ke record In this 
case discloses that at mc'st taxpayer used his yacht to establish 
goodwill cimong pej’sons he hoped would become his clients. There 


4 


i 


i 

i 


f 
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is no oviclonce on tlie record which indicates that the e:q 3 en 3 e 3 
claimed by taxpayer wore "directly related to the active conduct" 
of hio business. 

(c) In enactlnc Section 274(d), Concress intended to over- 
lule the so-called Cohan rule v;hich permitted an approximation 
of expenses actually incurred for deductible purposes. Section 
274(d) consequently requires taxpayer to precisely substantiate 
entertainment expenses claimed for business purposes. Taxpayer, 
however, failed to substantiate the expenses involved in this 
case, either by records or otherwise. The Tax Court, nonethe- 
less, allowed taxpayer to deduct 6o percent of his boat expensfjs 
on the basis of a settlement betv/een the parties in respect of 
the two previous years not covered by Section 274 of the Code. 
This settlement, however, has no ■ intrinsic probative value for 
the later years, much less for years controlled by the strict 
substai.tiatlon requirements of Section 274(d). The clear effect 
of the Tax Court's decision, therefore, is to resurrect the 
Cohan rule, in contravention of the specific lecislativo pro- 
nouncement to lay that rule to rest. 


ARGUMENT 

I 

THE $95,000 .IN PAYIKNTS RECEIVT^D BY TAXPAYER 
DID NOT REPl^ESENT ri\CCEEDS EI\0M THE SALE OR 
EXCHANGE OF TAXPAYER'S G]\AP1IIC ARTS STOCK 
AND ACCORDINGLY CONSTITUTED ORDINARY INCOME 

It is well settled that payments received by a taxpayer 

Iti respect of an oxeciitoi-y and ultimately imccmpleted a.-j-eement 

are not to be afforded tlie benefits of the capital cain j)rovl- 


f 
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sions of the Code. Cnilth v. Corji L r, a lone r , 50 T.C. 273 (1968), 
aff'd per curiar:i . 4l3 F. 2d 573 (C.A. 9, 1969) (deposit on con- 
tract to purchase stock treated as ordinary income to seller 
when purchase not completed); Dinns v. United States , 385 F. 2d 
159 (C.A. 6, 1967), aff’c 254 F. 3upp. 889, 891 (M.D. Tenn., 

1966) (amount of down-payment which seller retained when other 
party failed to complete purchase of stock was ordinary income 
even in absence of liquidated damages provision); Myers v. Com - 
missioner . 287 F. 2d 400 (C.A. '6, 1961), cert, denied, 368 U.S. 

828 (1961) (amount paid on purchase price of real estate which 
seller retained after repossessing proj erty two years after 
agreement of sale was ordinary income); Mit-:leman v. Commission j r . 
56 T.C. 171, 178-179 (1971), aff’d, 464 F. 2d 1393 (C.A. 3, 1972) 
(advance on purchase of stock retained by seller when purchaser 
withdrew treat.ed as ordinary income); Malone v. Commissioner , 


45 T.C. 501 ( 3966 ) (amounts received by seller upon settlement 
of litigation over purchaser's failure to complete purchase of 
residential pi-operty treated as ordina 3 *y income because seller 
regained possession upoti purchaser's default and sale never 
completed); Peatman v. C<mimissloncr , 32 T.C. IIB8, 1192 (1959) 
(amounts received by seller from settlement, entered into when 
agreement for sale of farm could not be coia})leted, treated as 
ordinary income, since no sale or exchange ever occurred); 
Johnson v. Commisslcne r , 32 U.T.A. 156, I 6 I (1935) (amounts 
received by seller when purchaser failed to complete purchase 
of stoel; ti’eateii as. 0!*(linsry Lnci'me ) , Uee also, I'nltoii Ctat'V. 
Freight Co. v. United ;’tates, -122 F. 2d 88-7 (Ct. Cl., lUTO), 
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i 

i 

I 
t 

I affordinc a purchaser ordinary loss treatment for the dovvn- 
I payment sacrificed by it when the intended purchase of certain 
I stock was not completed and, therefore, no sale or exchange 

j occurred. Cf. Gee. 1222(3), Internal Revenue Code of 195^^, 

Appendix, infra . There is in such a case neither a sale nor 
an exchange of the seller's capital asset; he not only receives 
the payments in question, but also retains control and dominion 
over the capital asset itself. Smith v. Commissioner , supra , 
pp. 279-280; Boatman v. Commissioner , supra , p. 1192; Johnson 
V. Commissioner , supra , p. l6l; Mechanic v. Commissioner , supra . 

See, United States Freight Co. v. United States , supra , p. 893. 

The record in this case discloses that on several occasions 
Van de Maele and O’Connor attempted (unsuccessfully) to purchaje 
varying quantities of taxpayer's Graphic Arts stock for differ- 
ent amounts. (Ex. Vol. 43 - 46 , 69-70, 78, 79 .) V^hilc several 
agreements to sell the Graphic Arts stock may have been contem.- 
plated by the parties, it is clear that none of these agreement: 
was ever consummated. Fi’cm I96I until the settlement stipula- 
tion in April, 1970, by which time the corporation had already 
been dissolved, no stock v/as ever delivered to either Van de 
Maele or O'Connor, nor wore any of the righto attaching to tlie 
1 Graphic Arts stock ever surrendered by taxpayer. The result of 
the various escrow agreements, and their subsequent terminations, 
was that taxpayer retained all the voting rights in respect of 
the oliareo, a circumstance strongly indicative that a sale of 
t!ie stock v.’as never culmiiritetl. Kuehner v. Ccmimissloner , ;'l 4 
F. 2 d 437, 44 l (C.A. 1 , l^vVt). En fact, the vai’lous payments 

^ • • r . ^ 
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here In loaue v/ere received by taxpayer, according to hie own 
^ testimony, specifically to secure his acreement to escrow the 

particular number of his Graphic Arts stock to which eacli at- 
tempted transaction related. (R. 63-C^, 66, 67-68, 73-77, 111.) 
Taxpayer testified that upon the termination of the escrow agree- 
ment of June 13, 1962, ho simply became entitled to the $25,000 
payment made in respect thereof. (R. 63-64, 68, 73-74.) Such 
was also the case with the $30,000 and $40,000 payments (R. 66- 
67, 68, 73-74), although, the record is less clear in respect 
of these latter tv/o payments. (But in this respect it was tax- 
payer who had the burden of proof. Welch v. Hclveriny , 290 U.S. 
Ill (1933)). As the several escrow arrangements terminated, 
taxpayer merely retained the various payments received by him. 
Indeed, no pa.’t of the $95,000 was ever applied in reduction 
f of the various notes given to him in respect of the purported 

purchase of tlie Grapiiic Arts stock. 

In the c:Lrcumstances , it certainly cannot Ve said that tb 
$95,000 was rjceived from the sale or exchange of a capital 
asset. Rather, for federal income tax purposes, the payments 
were significantly more in the nature of liquidated damages 
undt.T the various agreements to sell the Gra]->hlc Arts stock, 
and as such are taxable as ordinary income. Smith v. Com- 

• r ' 

Taxpayei’, iti reported the first oC tl>e' tliree payment;-, 

which are here. at issue (l.e., the $25,000 payment received in 
1961) as ordinary Incc'me arisln/’: from his law practice. (R. 195.) 
Indeed, taxpayer initially reuortC'l c^nly .;'55.000 of the $95,000 
in issue, cj-alniJiv' tlie other .;'i30,000 as capital gain. (K. Ill; 
Kxhlbi.t C.) lie now •ir'ues that all $'15,000 constituted capita] 
gain. 
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mlsGlcntir , Guprg ; !-!Ittlo;.'ian v. ComnlGGloner , supra ; Mel one v. 
Commissioner , supra ; Poatman v. Commissioner , supra ; Johnson 
Coramlss loner , supra . In this respect. It Is not necessary 
that there have been a specific liquidated damases or similar 
provision in any of the escrow agreements pertaining to the 
several components of the $95,000 In question. Blnns v. United 
States , supra ; .^'yers v. Commissioner , supra ; Me lone v. Commis - 
sioner , supra . What is more determinative is that the embryonic 
and executory transactions never culminated in the sale of the 
Graphic Arts stock, and that the payments accordingly were not 
mede or received in respect of such a sale or exchange. See 
United States Freight Co. v. United States , supra . p. 894 . 

The Tax Court's reliance on Rule 1 of Secticn 100 of the 
Personal Propjrty Law, McKinney's Consol. Laws of N.Y. Ann., 
is simply misplaced. That section deals with general "Rules 
for ascertaining intention" as to when "the property in the 
goods is to pass to the buyer." Stocl< transfers, however, are 
governed specifically by Section I 62 of the Personal Property 
Law, McKinney's Consol. Lavjs of N.Y. Ann., which requires that 
"Title '*' * to shares * * * can be transferred only" by 

4/ The soLtljiuent a/'i'eemeiiL of Af'i’il, 1970, dea/’ly did not 
effect a sale or exchange of the Graphic Arts stock. By the 
time the settlement was entered into the corporation had been 
defunct for several years. The delivery of the certificates, 
representing the o4 shai-es of Graphic Arts stock to which the 
settlement pertained, v;aa merely a' formality of the settlement 
itself. Cf. Melone v. Gormni ssioner . 45 T.C. 501 (I 966 ). 


1 


r 
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delivery of the certificates, either endorsed or with an accom- 

y 

panylng assicnnent or power of attorney. Indeed, even where 
a contract for the sale of stock becomes unconditional by virtue 
of the fulfillment of a contlncency, and the seller brings suit 
on the purchase price, it is acknowledged that no transfer takes 
place under Section 162. And, when such an action is based on 
a theory that the contract effected a transfer of title, this 
is merely a "legal fiction," which does not presuppose that the 
purchaser will ever actually obtain the stock in question. 
Phelps-Stokes Estates v. Nixon , 222 N.Y. 93, 100-102 (I917). 

In any event, such fictions are not controlling for the purposes 
of federal Income taxation, which is concerned more with the 
"benefits and responsibilities associated with legal ownership." 
Tltcher v. Commissioner . 57 T.C..315, 323 (I97I). Cf. Mechanic 
V. Commissione r, 19 T.C.M. 667, 668 (1960). 

The Tax Court's view of the transactions here at issue was 
to concentrate- on v.-liether there cccuiTod a ".echnical f oref eitui- 


:.otU ..ecULons 100 and -loi of the i.-M’scuil iroperiy Law, 
ITcKlnney's Consol. Laws of N.Y. Ann., were repealed upon en- 
actment of the Unifoimi Cc’ru'nercial Cede, Section 10-102, which 
became effective on September 27 » 196^1-. 

6/ In this respect,, it is to be noted that taxpayer's action in 
Tho New York State Ccnirt was based on the promissory notes givet> 
to hl;a by Van ue Laeie and u 'Connor, ami not upon any purported 
underlying agreement for the sale of the llruphic Arts stock. 
Moreover, the .'Indgment of the New York court specifically denied 
taxpayer's motion f<'r summary .iudr.ment insofar as it related to 
claljiis "not proved by dociu.’ient." (ilx. Vol. 18-I9, :’5-27, 35-3' . ) 
Therefore, even if it were otherwise I’olevant for federal inco!:.e 
tax purposes , the decision of the .‘Jew York co'urt does not aditi’or.s 
itself to wliether the several .attempted transactions between t.ax- 
payer and Van de I'aele and C 'Ci'iino!* erei* ('u l nated In a sale i f 
any a!;'.i unt t'f Craphlc Art;; stoci; . '.’f. C ! r..; lone r v. i osch , j '7 
U.A. ‘PaO (loby). 
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of the $95iOOO, rather than on the applicable requirement of the 
federal statute that there be a s.'-le or exchange. See Mechanic 
V. Commissicncr , surra, p. 668. In this respect, the Tax Court's 
reliance on Lowe v. Com-nlssionor , 44 T.C. 3^3 (1965)» is simply 
wrong. In Lowe (p. 3 <j 9)> a taxpayer was afforded capital gain 
treatment because the court found that in the initial sale of 
the stock Involved in that case, the purchasers had acquired 
"the greater bundle of rights and attributes of ownership, in- 
cluding title, possession and management, and the burdens and 

y 

benefits accompanying same * * Certainly, this could not 

be said of anything acquired by Van de Meale and O'Connor in this 
case. . 


1 


.n 


The Tax Court _ 

Tained by the taxpayer 
acquired the stock because 
as inextrlcabJy roj.ated to 

g ain under the 

(1952). Lowe V. Comniisslcn 
There 


Lov;e accordingly regarded tiie payments re- 
under the agree.nent of sale, when he rc - 
of the pure laser's failure to perferm, 
the sale Itself and, therefore, cai^i-al 
doctrine of Lr rcv.’smith /. CoT.miss loner , 5‘-4 U.i'. 

44 1' . 2 . Su - 1 . 3 V 3 - 3 V 4 ' (I'-'u^). 


are, th(.'n, cJ.'rcTrisTances 
ment has been deerrujd appropriate 
first instance an actual sale or 
asset . 


But in such cases 
under a lease, or v.lie purchase 
right to purchase j.n interest in 
in a capital ti-ansi^ctien v.iiereby 
the asset in question to another. 
f’roirht Co. v. United P.tatcs . 422 
Of . i n r;: 1 ! 1 o \ . Ci'r.iiii.: s io.'ier , 346 

i.'O F 


j. . ^ 

’where capital gain or loss treat- 
bocause there occurred in the 
exchange of seme underlying 
whether they involve an interest 

of real estate, or an option or 
a business, the taxpayer engaged 
he transferred possession of 
See generally. United States 

'887 


Baldwin Uert'. v. 'i i '..n.u ti 
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TAXPAyi-:R IS i:OT ENTITL’^D to report the 
$ 95,000 IH PAYME.ETS OR THE IHSTALLMEHT 
METHOD OP REPORT i:iG 

As this Court most recently recocnized in Slrbo Holdinf^s , 

Inc . V. CommlsslonGr , 476 F. 2d 981 , 988 (C.A. 2, 1973), the 
requirements of installment roportinf; are to be faithfully and 
strictly construed. Certainly, to the extent that the $95,000 
in issue constituted ordinary income to taxpayer by virtue of 
the fact that such amount was not received by him from the 
sale or exchange of his Graphic Arts stock, as we have demon- 
strated above, so it must follow that there v;as no "sale or 
other disposition * * of such stock for the purposes of Sec- 
tion 453(t))(l)(B) of the Code, Appendix, infra . So much is 
required by this Court’s decision in BMly ]\ose’s Diamond Horse- 

“ r-t-7 

o/- 

shoe, Inc, v. Enlted States , 448 F. 2d 549 [C.A. 2, 1971).” 

Cf. Domiis V. Cormniss loner , 473 F. 2d 274 (C.A. 5 , 1973). 

But even beyond this requirement, taxpayer cannot otherwise 
avail himself of the benefits of Section 453. Under Section 453 
(a)(1). Internal Revenue Code of 1954, Appendix, infra , taxpaye)* 
must prove with certainty the various elements of the formula by 
which Installment eroflts are to be computed ; to-wit, the "total 
contract price" and the "gross profit" from the sale. And in 


m 


iliis same result aJso ls reciuired unde-’ tlie (iJeta concern- 
Tng the Bi lly Rose case in Pilrbo Holdln’-.s, inc. v. Commissioner , 
476 F. 2(r~ik'- ( '-■ • . P, 19V3T^ ii s l.mp.^y cannot be said that 
taxpayer sold, exchang.od oi* othei’wise disposed of his Graphic 
Arts stock oi’ any rl,'',htr. therein cither under the reasoning, of 
1 1 V oi* .’5r'bo '.!( 1 lin'.;. 
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this respect, the shiftins sands of taxpayer's several arranp:o- 
ments with Van de I'aele and O'Connor variously Involved differ- 
ent numbers of shares of his Graphic Arts stock and successively 
greater amounts in notes and other obligations to be paid to 
taxpayer. These circumstances make it "impossible to determine 
the total contract price [as well as the gross profit], and 
therefore impossible to calculate the ratable portion of each 
payment which represented gain under installment payments." 

2.y 

Gralapp v. United States , 458 F. 2d II 58 , II 60 (C.A. 10, 1972). 


THE TAX COURT ERRED III FAILIIIG TO APPLY 
THE APPLICABLE REQUIREMEIJTG 01'’ SECTION 
• 274 OF THE INTEW.'AL RE\T:;NLT:: CODE CF 19'54 

FOR DEDUCTION OF EXPENSES IN .RESPECT OF 
AN ENTERTAINMENT FACILITY 

A . G eneral 

Section 2V4, Appendix, infra , was added to the Internal 
Revenue Code of 1994 by Section 4(a)(1) of the Revenue Act of 
1982 > P.L. 87 - 334 , 76 Stat. 9 C 0 ,. and i:; applicable to taxable 
years ending after December 3 I, 1962 . The manifest intention cf 
the provision was to eliminate tax abu:’.es which had developed 
in respect of entertainment expense deductions. H. Rep. No. 1447, 
87 th Cong., 2d Sess., p. 19 (1962-3 Cun. I3ull. 409, 423); f>. Hop. 


W We note that the agreed cojr.putat ion in this case (i\. 177, 

179 ) ^nd tlie Tax Court's decision (i\. :80-l[)l) apparently does 
not reflect an ad.iustiiient for taxpayer's $200 basis in the Graphic 
Arts stock as disclosed on Ills 1963 return. Taxpayer, then, 
should be afforded cui adjustment in respect of his ba.Jis In tlie 
stock upon rucomputation of the tax pursuant to this Court's 
dec Is. ion . 
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Mo. 1881, 87th Cone., 2(1 Gess., p. 25 (1962-3 Cum. Bull. 707, 

731)* Section 27^ is strictly a disallowance provision, the 
terms of which must bo met in addition to other affirmative pro- 
visions of the Code which permit the deductibility of particular 
expenses. H. Rep. No. 1447, supra , p. I9 (1962-3 Cum. Bull., 
p. 423); S. P.ep. No. 1881, supra , pp. 27, 30, I69 (1962-3 Cum. 
Bull., pp. 733, 736, 873)* See Sanford v. Commissioner , 50 T.C. 
823, 826 (1968), aff 'd per curiam . 412 F. 2d 201 (C.A. 2, I969). 

More specifically, in respect of the deductibility of ex- 
penses related to entertainment facilities. Section 274(a)(1)(B) 
denies any deduction unless the taxpayer shows (i) that the facil- 
ity was "used primarily for the furtherance of the taxpayer's 
trade or business" and, (ii) that the particular expenses were 
"directly related to the active conduct of such trade or busi- 
ness." Section 274(d), in addition. Imposes upon the taxpayer 

the responsibility of subs* ant latinr; the exi)ense3 claimed and 

10/ 

the business relationship thereof. 



10/ l ursuanl to the cxnror.s of authority in G(-*ctlcn c.’7-'-(h ) , 

*rreaoury Kcuilations have boon prc'nul.^atcd which explain the 
d Lsallov.'-inco and sub.: tantlaticn pri visions of tho statute. 

Tliese Ke.'ulations have previously been upiield and applied by 
this and other courts, r.anfoial v. CVnmiss loner, 4l2 F. 2d 201 
(I960), aff '13 50 T.C. 823 (1960); llTTn? 
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B. Taxr-T.yor filled to o;'>tablinh that 
h lj~ y.acixi, •■•■•uj iijo.l prlrr-arily In 

!'j cl' rilj trado (.■i* biul- 
nor. lu’.dt! »• J . 'jc t ion 2 r’ 4 ( a ) ( 1 ) ( .> ) 

Section 274(a)(1)(B) of the Code provides that a deduction 
for expenses relatinc to an entertainment facility will be dis- 
allowed "unless the taxpayer establishes that the facility was 
used primarily for the furtherance of the taxpayer's trade or 
business." (Emphasis added.) Section 1.274(e)(4) (ill) of the 
Treasury Reculations on Income Tax (1954 Code), Appendix, infra , 
follov/s the Concresslonal Committee Reports in providing that 
the "primary use" of a facility is established by a shov;ing that 
"more than 50 percent of the total calendar days of use of the 
facility * * * during the taxable year v/ore days of business 
use." See H. Rep. No. 1447, sunra , p. 22 (1962-3 Cum. Bull., 
p. 426); S. Rep. Nc . l88l, supra ,' pp. 31, 170 (1962-3 Cum. Bull.. 
PP» 737, 87^1}. This test in the Regulations is augmented, in 
turn, by certain suostantiaticn provisions, relating scecificallv 

n/ 

to facilities, requiring the taxpayer to maintain records 
in respect of both business-related as well as personal use. 
Regulations, ?1.27^ -5(c)(6)(iil)(a) and (b). Appendix, infra . 

The record in this case discloses no cvidoncc v/hatsoevor 
either as to taxpayer's total use of the yacht, or as to the 
clearly nondoductlble personal use of the facility. Ijideed, the 
Tax Court expressly acknowledged that taxpayer "did not account 

^•■•i»lle Jectlon 1 V't-.) ( c ) ( u ) ( ill ) speaks in tei’ms 01' " rucoj’ils " , 
uTe apjieal in this case Involves, In I’cspect of this particular 
pt- lnt, a qvi'’.’tl('n of v.iiet.lvjj* tlie taxpayer a.liluced in at'V f( i'i:i 
the requisite .uib.;tantlation of the vaivlous uses uF~ t iTe “e n t or - 
ta lumen t facility. 
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for all occasions on which the yacht" was used by him (R. 174), 
and yet, somewhat paradoxically, concluded that the boat was 
primarily used for business purposes. Such a decision simply 
cannot abide the clear imperative of the statute and Regulations 
that taxpayer meet the requirement of showing the facility was 
"used primarily" for business purposes by a precise accounting 
of the days of use. Fiorentino v. Commissioner , 29 T.C.M. 1445 
(1970), supplemental opinion, 29 T.C.M. 1665 (1970), aff*d, 455 
F. 2d l4o6 (C.A. 2, 1971), (where a guest book of persons enter- 
tained on taxpayer's boat, his own testimony and that of his 
secretary and business associates, were held cumulatively insuf- 
ficient to establish that the boat was used primarily for busi- 
ness because not all the occasions of use were accounted for, 
and there was no adequate evidence of the business puiq^ose of 
the entertainment, or of the business relationship of the per- 
sons entertained for the days of alleged business use); Andress 
V. Commissione r, 51 T.C. 863 (I969), aff 'd, per curiam , 423 
2d 679 (C.A. 5 , 1970), (where taxpayer, an attorney, was denied 
deductions for certain club dues because he did not establish 
that such facilities were used "primarily" for business by show- 
ing the total use, the non-deductible personal use, and the 
business uses of such facilities); Nicholls, North, Buse Co. v. 
Commissioner , ’^6 T.C. 1225 (1971) (boat held not primarily used 
for business where taxpayer's boat.log and testimony of its 
sales manager-director and that of others, at most, established 
the total days of use, but did not show, among other thitjgs, 


that the days of business use exceeded the days of non-deductible 


•a 

I 
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personal use); Ashby v. Comnlssioner . 50 T.C. 409 (I968) (where 
it was held that taxpayer's boat was not "used prL’r.arlly" for 
business because, although taxpayer established total use of 
its boat, it did not prove that more than 50 percent of the 
days of use were business-related by adducing evidence of the 
business purpose of each such purported use, and the business 
relationship of the persons entertained). 

Taxpayer's summaries (Ex. Vol. 95-99, 102-104, 106-1C3) 

n/ 

certainly do not meet this requirement. His secretary, who 
prepared the summaries and maintained the underlying telephone 
logs and diaries on which they were based, admitted that these 
listings did rot include an accounting of every use taxpayer 
made of his yacht, but only those specific uses arranged throu/rii 
his office. (R. 95.) And even in respect of the limited use 
of the yacht covered by these summaries, there is no evidence 
in the record, derived from any source, as to the business pur- 
pose or business relationship of the persons entertained cn eacii 
occasion. Treasury Regulations on Income Tux (1954 Code), 
5S1.274-5(c) (6) (Hi ) (a) and 1 .274-5 (b )( 1 ) , Appendix, infra: 
Florentino v. Cominlssione r . supra. 
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Aside fmn these cummaries, taxpayer's testimony that the 
yacht was used by him primarily for business purposes was other- 
wise uncorroborated by ajiy other evidence in the record. Concress 
made very clear its intention that Section 274 would import into 
the area of entertainment expense deductions certain objective 
standards and various requirements of detailed substantiation. 

H. Rep. No. 1447, S7th Cone., 2d Gess., pp. 22-23 (1962-3 Cum. 
Bull. 405, 426-427). And this Court has accordincly recognised 
that a taxpayer must establish the requisite business nature 
eind relationship of the entertainment expenses claimed. Fioren - 
tlno V. Commissioner , supra ; Hurlxes v. Commissioner , 437 F. 2d 
975 (C.A. 2, 1971); Steel v. Commissior er . i 37 F. 2d 71 (1971). 

See Andress v. Commissioner , supra ; Nicholls, North, Duse Co. 

V. Commissione r, supra ; Ashby v. Commissioner , supra . In respect 
of the deductibility of expenses relating to entertainment facili- 
ties, this requirement, as enunciated in Section 274(a)(1)(B), 
makes it Incumbent upon taxpayer to show, on an occasion-by- 
occaslon basis, that his yac. s was "used primarily" for business 
purposes. Fi.orontlno v. Comlss loner , supra ; Nicholls, North. 

Buse Co. Commissioner , supra , p. 1225 J Ashby y. Commissionoi* . 
supra , pp. 415-417. There simply is no evidence in the record 
which fulfills this requirement. 
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C . The Tax Court no'^looted to consider 
Of '.inrly liie requ L y-j;:icnt of ..iection 
V) ( 1 ) ( ) thai tli-j exr)0!i3ec In 

re;ij''jct ti bo "directly 

relate J to t'.'.e acv.AVe ccnduct ' ex' the 
taxpayer ^3 trade er bU3ine33 

Even a superficial readinc of the Tax Court's opinion re- 
veals that the court never considered the requirement of the 
statute that the particular expenses claimed must also them- 
selves be "directly related to the active conduct" of business. 
Sec. 274(a)(1) (3). Under the statute, taxpayer must fulfill 
this requirement in respect of each "item" of expense, in 
addition to meeting the threshold test of otherwise establlshlnc; 
that the facilj.ty Itself was used primarily for business purposes, 
Sec. 274(a)(1)(B); Treasury Reculations on Income Tax (1954 
Code), §§1.274-2(a)(2), ( c ) (3 ) ( i ) -( iv) , and (e).^^ See Hippo - 
drome Oldsmcbile, Itic. v. United States . 474 F. 2d 959 (C.A. 6, 
1973). 

The record discloses th.at, at most, taxpayer used his yacht 
as a means of cenorc.tin" Goodwill amonc persons he hoped would 
become his clients. (R. 88, 90, 102-103, 127-129.) /md it has 
been most recently held in Illpnodromo Cldsmobilo. Tnc. v. United 
States , supra , p. 960, that "as a matter of law * * * deductions 
claimed by the taxpayer for ontortainmont of customers," the 
purpose of which was to casually establish GC'odwilx, are "not 

I3/ i.e., ir a taxpayer used a I'acillty for busTness- ’/‘j.’ of 

the t^:ie, this .vould not .Justify an across-the-board deduction 
of 75;*- of all hLs expenses in connection therewith. D.A. Fc3te»' 

Trench in G Co. v. United States , 473 F. 2d 139», l401 l et. Cl., 

I'doJT 
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' directly related to * ♦ the active conduct of the taxpayer 'c 

* * * business.'" This sanio conclusion was also reached by 
the Court of Claims in D.A. Foster Trenching, Co., Inc, v. Unite 1 
States , surra , p. l403. Given these clear articulations of the 
law, it is apparent that the Tax Court should not have permitted 
taxpayer a deduction in any amount for his boat expenses. See 
Treasury Reculations on Income Tax (195^ Code), 5l«274-2( c) (3) 
(i)-(iv). Appendix, infra . 

As the Hippodrome Oldsmcbile case, surra, clearly delineates, 
expenses in respect of facilities used for the generation of 
goodwill are simply no longer deductible under the language of 
Section 274(a)(1)(E). This is apparent from the Congressional 
Committee Reports, which are set forth at some length in the 
Sixth Circuit's opinion. Briefly stated, tlae House's initial 
draft of Section 274 required that expenses in respect of both 
entertainment acti\'ities and facilities be " directly related 
to the active condret " of the taxpayer's trade or business. 
(Emphasis added.) H.R. IO65O, 87th Cong., 2d Sess. See H. Rej . 
No. 1447, rnirra , p. 19 (19u2-3 Cum. Bull., 0. 423). The House 
explained those provisions as requiring that a taxpayer show 
"more than a general expectation of deriving some income at seme 
idef;'jilte future time from the making of the entertainment-type 
oxpendituj-o ^ H. Rep. Mo. 1447, ouT^ra , pp. 20, A30 (]96;'*- 

3 Cujn. Bull. pp. 424, 328). The Senate, however, thought that 
the House version was too harsh, and, therefore, suggested vari- 
ous .'e;ioiulj:.ents which would have permitted enter tairment expense 


/ 
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deductions in respect of "coodwill v.’here a close association is 
established between the e:q)ense and the active conduct of a 
trade or business." 

As the Conference Committee Report reveals, however, the 
Senate’s amendments were only accepted in respect to entertain- 
ment activities . H. Conf. Rep. IIo. 2508, 87th Conc-f 2d Sess., 
p. 15 (1962-3 Cum. Bull. 1129, 11^3). Otherwise, and in respect 
of entertainment facilities , the more stringent requirements of 
the House bill wore retained, and these provisions prohibited 
the deduction of entertainment expenses incurred merely for the 
purpose of Goodwill. H. Conf. Rep. No. 2508, supra , p. I6 
(1962-3 Cum. Bull., p. Il44); Hippodrome Oldsmobile. Inc, v. 

United States , supra . 

Accordingly > in Hippodi'ome Oldsmobile, Inc, v. United Static . 
supra , p. 96c, the Sixth Circuit held that an automobile dealer- 
ship could not dedust any amount of its expenses for the mainte- 
nance and operation of a cabin cruiser upon which it entertained 
actual and prospective customers where such expenses related 
only to "soft cell" tactics, and not to the actual conduct of 
business. The Court of Claims, in D.A. Foster Trenching Co., 

Inc . V. United S.tates , supra . similarly denied deductions claimoci 
by a construction company for its e.xponses in entertaining custo- 
mers aboard the company's pleasure boat as a means of engender in/’; 
goodwill. Doth courts recognised that Congress had specifically 
disallowed the deduction of such expenses relating to entertain- 
ment facLI illes used for the cro:r.i('n and maintenance of g.oodwll.l. 
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and that expenses of this type, by definition, were not "directly 
related to the active conduct" of business. Sec. 27^(A) (1) (B) , 
Internal Revenue Code of 195^^J Treasury Reculations on Income 
Tax (195^ Code), .‘kU .27^^-2(a ) (2 ) , ( c ) ( 3) ( 1 ) -( iv) and (o). 

The record in this case, much like those in Hippodrome 
Oldsmobilo , supra , and in D.A. Foster Trenchin,^ Co. , supra , dis- 
closes no evidence that the taxpayer ever engaged in the active 
conduct of business during any of the activities in v/hich he en- 
tertained on his boat. See Regulations, §1.274-2(c) (3) (ii) and 
(iii). Appendix, infra . The summaries and taxpayer's own 
testimony reveal no more than particular and limited occasions 
on which the yacht was used, and in no manner suggest the busi- 
ness nature, vrhether active or passive, of such use even on these 
occasions. (F . 87-108, 119-150r Ex. Vol. 95>-99, 102-104, 106- 
108.) Indeed, the ultimate conclusion that one must draw from 
his testimony was that he purposely avoided any such encroach- 
ment on the glamorous atmosphere he wished so create. (R. 89 , 
91 - 92 , 102, IC'5.) In all important respects, taxpayer was at 
most engaging in the creation and maintenance of goodwill in 
the use of his yacht. And deductions in respect of expenses 
solely for this purpose, whore no actual business is conducted, 
are clearly disallowed by Section 274(a)(1)(B) of the Code. 
Hippodrome Oldsmobile, Inc, v. United States , supra ; D.A. Foste r 
Trenching Co . , In c, v. Unltcnl C-tatos , supra . 
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ITe.*ir..~rQonJ ro:iulro cubjtantla 
o f ' ■■’ u . : n on) on --. e :: 

The Tax Coui’t apparently premised its decision, vjhich 
allovjed taxpayer to deduct 60 percent of his boat expenses for 
the years I963 thrcuc;h 19^5 # on the settlement between the 
parties in respect of the two previous years not covered by 
Section 274. (R. 175-176.) But the parties’ settlement of 

issues pertaining to the pre-Section 27^ years, which was en- 
couraged by th3 court (R. 100), has no Intrinsic probative value 
for later years, much less v;hen those j'-ears are controlled by 
the strict substantiation requirements of Section 274(d), Internal 
Revenue Code of 1954, Appendix, infra , and ■:he Regulations there- 
under. One of the clear intentions in the <mactment of Section 
274 was to overrule the rule in Cohan Coi.imissioner . 39 F. 2d 
540 (C.A. 2, 1930), in this area, a rule which permitted an 
approximation of the expenses actually incurred for otherwise 
deductible puiTJOces. II. Rep. IIo. 1447, 87tli Cong., 2d Gess. 
pp. 23, A32 (1962-3 Cam. Bull. 405, ^12 V, 530); S. Rep. No. 1S81, 
87th Cong., 2d Sens., pp. 35, 173 (1962-3 Cum. Bull. 707, 74l, 
877); Hughes V. Coiamlssloner , 451 F. Gd 975, 976 (C.A. 2, 1971); 
Paal V. Commlss loner , 450 F. 2d II08, II09 (C.A. 9, 1971); San - 
ford V. Commir.r. loner , 50 T.C. 823, 828 (I968), aff 'd per curiam . 
412 F. 2d 201 (C.A. 2, I969). The clear effect of the Tax Court's 
decision in this case, however, was to resuiwect Cohan in contiai- 
ventlon of tlie specific contrary le/.islat ive intent. 
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Section 274 (d) requires ta:<payer to substantiate his 
expenses by "adequate records" or other "sufficient evidence 
corroboratins his own statement," These substantiation require- 
ments provide that taxpayer must establish in respect of each 
use of a facility the precise amount of the expense claimed, 
the time and place of the use, the business purpose pertaining 
thereto, and the business relationship to the taxpayer of the 
persons using the facility. See §1.274-5(b)(l)(l)-(lv). 

Treasury Regulations on Income Tax. The record before the Tax 
Court contained no evidence which in any manner approached 
these substantiation requirements. The summaries introduced 
into evidence by taxpayer merely suggested the fees paid to 
his law firm by persons who were incidentally entertained on 
his boat. But the requirements of Seer, ion 274 prohibit a tax- 
payer from bootstrapping his way into a deduction by merely 
suggesting that in some instances oxponsos :Lncurred for the 
purpose of generating goodwill, actually succeeded in producing 
revenues for his business. See Hippodrome Oldsmobilo, Inc, v. 
United States . 474 F. 2d 959 (C.A. 6, 3973). 

To be sure, there exists a stlpulc.ted iunount of taxpayer's 
total boat expenses for each of the years in issue; but taxpayer 
must substantiate these expenses, and Section 274(d), at the 
least, requires him to establish the business purpose of each 
expense and business relationship of the persons using the yacht 
in respect of each occasion of use for which he claims a deduc- 
tion. In no other mariner is It possible to dotci’mlne the allocs- 
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ble portion of the total expenoes which would be properly attri- 
butable to deductible buslneoa purposes. The sunnaries do not 
fulfill this roquiremont , for they are nerely composite lists 
of the persons entertained, and then only on some occasions; 
they are otherwise devoid of any substantiation which identifies 
the business purpose of the use or the business relationship to 
taxpayer of the persons entertained on the yacht. 

Taxpayer otherwise failed to meet each of the required 
elements of substantiation by his own testimony. In this respect, 
it is to be noted that this case is quite unlike La For. 're v. 
Commissioner , '•1-34 F. 2d 379> 372 (C.A. 2, 1970), holding that a 
surgeon, who customarily purchased lunch for his assistants at 
a hospital cafeteria where receipts were not given, could fulfill 
the substantiation requirements of the statute by his own state- 
ment and other corroborative evidence, if both were "sufficiently 
precise" so as to satisfy each element of substantiation. It Is 
apparent, however, that in La Forme there existed a rather un- 
usual and externally imposed set of clrcums tances , not present 
in this case, which Justified acceptance of the taxpayer's own 
statement, together with the complementary corroboration, because 
of the inherent problems of rocord-substantiatioji in that case. 

In any event, subsequent to the decision in La For.'-e , this Court 
has recognised in cases arising under .Section 274 that a tax- 
payer cannot thus substantiate the expenses claimed where his 
own statement and the evidence offered in corroboration, them- 
selves, full to fuii’ill each of the specific substatitiat 1 otc 
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requirements of the statute, nteol v. Commissioner , hyj F. 2d 
71, 73 (C.A. 2, 1971); Hu-hes v. Ccmnissioner . 451 F. 2d 975, 978- 
979 (C.A. 2, 1971). In the instant case, taxpayer never estab- 
lished that any part of the boat expenses on 6uiy occasion were 
attributable to a definite business purpose in respect of persons 
having a specific business relationship to him. Ilor did he ever 
establish what particular components of his total boat expenses 
were directly related to occasions, described by time and place, 
which involved his alleged use of the yacht for business pur- 
poses. Rather, the 60 percent figure was simply adopted by the 
Tax Court on tlie basis of the settlement pertaining to the pre- 
Section 274 years. 

The clear intent of Congress was that "no deduction is [to 
be] allowed solely on the basis of * * * [a taxpayer's] own 
unsupported, self-serving testimony." H. Rep. No. 144?, supra , 
p. 23 ( 1962-3 Cum. Bull., p. 427); S. Rep. No. 1881 , sunra , 

P» 35 ( 1962-3 Cum. Bull., p. 741). Taxpayer failed totally to 
meet any of the substantiation requlronents either by his own 
testimony, or that of his secretary, who merely prepared the 
summaries and had no specific knowledge of the particular 
nature of taxpayer's use of the yacht, or by the summaries 
themselves. As a matter of law the settlement for the pre- 
Soction 274 years was manifestly inadequate proof. 
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For the fore{30in{3 reasons, the decision of the Tax Court 
should bo reversed. 
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APPENDIX 

Internal Revenue Code of 1954 (26 U.S.C.): 

SEC. 274 [as added by Sec. 4(a)(1), Revenue Act of 1962, 
P.L. 87-834, 76 Stat. 960]. DISALLOWANCE OF CERTAIN 
ENTERTAINMENT, ETC., EXPENSES. 

(a) Entertainment. Amusement, or Recreation . — 

(1) In n<?neral . — No deduction otherwise 
allowable under this chapter shall be allowed for any 
Item — 


(A) Activity . — With respect to an 
activity which is of a type generally 
considered to constitute entertainment, 
amusement, or recreation, unless the tax- 
payer establishes that the item was 
directly related to, or, in the case of 
an item directly preceding or following a 
substantial and bona fide business discussion 
(including business meetings at a convention 
or otherwise), that such Hem was associated 
with, the active conduct of the taxpayer's 
trade or business, or 

(B) Facility . — With respect to a 
facility used in connection with an 
activity referred to in subparagraph (A), 
unless the taxpayer establishes that the 
facility was used pririiarily for the furthcranc j 
of the taxpayer's traoe or business and that 
the item was directly related to the active 
conduct of such trade or business, 

and such deduction shall in no event exceed the 
portion of sucii Item directly related to, in the 
case of an item described In subparagraph (A) 
directly preceding or following a substantial 
and bona fide business di.;cus3lon (Including 
business meetings at a convention or otherwise), 
the portion of such Item associated with, the 
active conduct of i- no taxpayer's trade or 
business . 


« 




« 
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(d) Substantiation Rpqulrod .--No deduction shall 
be allowed-- 

(1) under section 162 or 212 for any 
travellnc expense (Including meals and lodg:lng 
while away from home), 

(2) for any Item with respect to an 
activity which is of a type generally considered 
to constitute entertainment, amusement, or 
recreation, or with respect to a facility used 
in connection with such an activity, or 

(3) for any expense for gifts, 

unless the taxpayer substantiates by adequate records or 
by sufficient evidence corroborating his own statement 
(A) the amount of such expense or other Item, (B) the 
time and place of the travel, entertainment, amusement, 
recreation, or use of the facility, or the date and 
description of the gift, (C) the business purpose of 
the expense or other item, and (D) the business relation- 
ship to the taxpayer of persons entertained, using the 
facility, or receiving the gift. The Secretary or his 
delegate may by regulations provide that some or all 
of the requirements of the preceding sentence shall not 
apply In the case of an expense wnich does not exceed 
an amount prescribed pursuant to such regulations. 

■ « « 

(hi Reg ulatory Authority . — The Secretary or his 
delegate shall presci*ibo such regjlations as he may 
deem necessary to carry out the purposes of this 
section, including regulations prescriclng whether 
subsection (a) or subsection (b) applies in cases 
where both such subsections would otherwise apply. 

SEC. 453. INSTALLMENT METHOD. 

(a) [as amended by Sec. 3(ii)> Act of August 31 > 19^^ > 
r.L. 89-5?'^. 78 Stat. 7'!6] Pea Terr. In rorscnal I'ronorty . 

(1) In Cencral ♦ — Under regulations prescribed 
by the Socrotaj’y or his delegate, a person who regu- 
larly sells or otherwise dirposer of personal preperty 
on the installment plan may return as Income thoi*e- 
from in any ta.xablo year th.at proportion of the install 
ment paymeiits actually received in that year which 
the gross profit, realised or to be realised when pay- 
ment Is cc’upletcil, bi.ars to the total contract price. 
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(b) Sales of Realty and Casual Sales of Personalty . — 
(1) General rule . — Income from — 

• « • 

(B) a casual sale or other casual 
disposition of personal property (other 
than property of a kind which would 
properly be included in the inventory 
of the taxpayer if on hand at the close of 
the taxable year) for a price exceeding 
$ 1 , 000 , 

may (under regulations prescribed by the Secretary 
or his delegate) be returned on the basis and in 
the manner prescribed in subsection (a). 

« • « 

SEC. 1222. OTHER TERMS RELATED TO CAPITAL GAINS AND LOSSES. 
For purposes of this subtitle — 

« « « 


(;0 Long-term capital gain . — The term "long 
term capital gain*' means gain from the sale or 
exchange of a capital asset held for more than 
6 months, if and to the exte.it such gain is taken 
into account in computing gross Income. 

« tt « 

Treasury Regulations on Income Tax (195^ Code) (26 C.F.R.): 

§1.27^4-2 Disallowance of deductions for certain expenses 
for enti‘f ta 1 nment , amuS’~‘mont , or r«-»croatlon . 

( a ) General rule.s — » » » 

(2) Entertainment facilities. Except as provided 
in this .section, no dTviunt 1 o:i o'herwlse allowable under 
chapter 1 of the Code shall be allowed for any expendltui'e 
with respect to a facility used in connection with enter- 
tainment unless tiie taxpayer establishes — 

(i) That the facility was used primarily for the 
furtherance of the taxpayer's trade or business, and 
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(11) That the expenditure was directly related 
to the active conduct of such trade or business. 

Such deduction shall not exceed the portion of the 
expenditure directly related tA the active conduct 
of the taxpayer's trade or business. 


( c ) Directly related entertainment — 

« « « 

(3) Directly related In general . Except as 
provided in subparacrapli TD of this paragraph, an 
expenditure for entertainment shall be considered 
directly related to the active conduct of the taxpayer's 
trade or business If it is established that It meets 
all of the requirements of subdivisions (1), (11), (ill), 
and (Iv) of this subparagraph. 

(I) At the time the taxpayer made the entertain- 
ment expenditure (or committed hlnself to make the 
expenditure), the taxpayer had more than a general 
expectation of deriving some income or other specific 
trade or business benefit (other than the goodwill of 
the person or persons entertained) at some indefinite 
future time from the making of the expenditure. A 
taxpayer, however, shall not be I’cjquinsd to show that 
income er other business benefit actually resulted 
from each and every expenditure for which a deduction 
is claimed. 

(II) During the entertainment period to which 
the expenditure related, the taxpayer actively engaged 
in a business meeting, negotiation, discussion, or other 
bona fide business transaction, o .her than entortalnm<?nt , 
for the pui’pose of obtaining such income or other S{,-e(:;lflc 
trade or business benefit (or, at the aime the taxpayer 
made the expt'ndlture or committed himself to the 
expenditure. It was reasonable for the taxpayer to 
expect that he would have done so, although such was 

not th'‘ case solely for reasons beyond the taxpayer's 
conti’ol ) . 

! (ill) In light of all the facts and circumstances 

of the case, the principal character or aspect of the 
combined buslr.e. nd entcrtalnme at to which the 
expend Itui’e rox ;ted was the active conduct of the 
taxpayt*r's tr.ade o ■ business (or at the time the 


t 
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taxpayer made the expenditure or committed’ himself 
to the expenditure, it was reasonable for the tax- 
payer to expect that the active conduct of trade or 
C business would have been the principal character 

or aspect of the entertainment, although such was 
not the case solely for reasons beyond the taxpayer’s 
control). It is not necessary that more time be 
devoted to business than to entertainment to meet 
this requirement. The active conduct of trade or 
business is considered not to be the principal character 
- or aspect of combined business and entertainment ac- 

• tivlty on hunting or fishing trips or on yachts and 

other pleasure boats unless the taxpayer clearly 
establishes to the contrary. 

(Iv) The expenditure was allocable to the 
taxpayer and a person or persons with whom the taxpayer 
engaged in the active conduct of trade or business 
during the entertainment or with whom the taxpayer 
establishes he would have engaged in such active 
conduct of trade or business if it were not for 
circumstances beyond the taxpayer's control. For 
expenditures closely connected with directly related 
entertainment, see paragraph (d)(1) of this section. 

« » « 

(e) Expenditures with respect to entertainment 
faciliti es — ( 1) In general. Any expenditure with 
respect to a facility used in connection with enter- 
tainment shall not be allowed as a deduction except 
to the extent it meets the requirements of paragraph 
(a)(2) of this section. 

« « « 

(U) Determination of primary use — 

« « « 

(ill) Entertainment facili t ies in general . A 
taxpayer shall be deemed to iiave (jstabllshed that — 

(a) A facility used in connection with enter- 
tainment, such as a yacht or other pleasure boat, 
hunting lodge, fishing camp, summer home or vacation 
cottage, hotel suite, country club, golf club or similar 
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social, athletic, or sporting club or organization, 
bowling alley, tennis court, or swimming pool, or, 

(b) A facility for employees not falling 
within the scope of section 274(e)(2) or (5) 

was used primarily for the furtherance of his trade or 
business If he establishes that more than 50 percent 
of the total calendar days of use of the facility by, 
or under authority of, the taxpayer during the taxable 
year were days of business use. Any use of a facility 
(of a type described In this subdivision) during one 
calendar day shall be considered t^o constitute a "day 
of business use" if the primary use of the facility 
on such day was ordinary and necessary within the 
meaning of section l62 or 212 and the regulations 
thereunder. For the purposes of this subdivision, a 
facility shall be deemed to have been primarily used 
for such purposes on any one calendar day if the facility 
was used for the conduct of a substantial and bona 
fide business discussion (as defined In paragraph (d) 
(3)(1) of this section) notwithstanding that the facility 
may also have been used on the same day for personal 
or family use by the taxpayer or any member of the 
taxpayer’s family not involving entertainment of 
others by, or under the authority of, the taxpayer. 

« « • 

§1.274-5 Substantiation requirements . 

(a) In general . No deduction shall be allowed for 
any expenditure with respect to — 

(1) Traveling away from hoire (Including meals and 
lodging) deductible under section l62 or 212, 

(2) Any activity which Is of a type generally 
conslderec) to constitute entertainment, amusement, or 
recreation, or with respect to a facility used In 
connection with such an activity. Including the Items 
specified In section 274(e), or 

(3) Gifts defined in section 274, 

I unless the taxpayer substantiates such expenditure 

I as provided In paragragh (c) of this section. 'This 

I 

i 
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limitation supersedes with respect to any such 
expenditure the doctrine of Cohan v. Commissioner 
(C.C.A. 2d 1930) 39 F. 2d 5^0. The decision held 
that, where the evidence Indicated a taxpayer 
Incurred deductible travel or entertainment 
expenses but the exact amount could not be determined, 
the court should make a close approximation and not 
disallow the deduction entirely. Section 27^(d) 
contemplates that no deduction shall be allowed a 
taxpayer for such expenditures on the basis of such 
approximations or unsupported testimony of the 
taxpayer. For purposes of this section, the term 
"entertainment" means entertainment, amusement, or 
recreation, and use of a facility therefor; and the 
term "expenditure" Includes expenses and items 
(including items such as losses and depreciation). 

(b) Elements of an expenditure — (1) In general . 
Section 274(d) and this section contemplate that no 
deduction shall be allowed for any expenditure for 
travel, entertainment, or a gift unless the taxpayer 
substantiates the following elements for each. such 
expenditure : 

( i ) Amount ; 

(11) Time and place of traval or entertainment 
(or use of a facility with respec'; to entertainment), 
or date and description of a gift; 

(Hi) Business purpose; and 

(Iv) Business relationship to the taxpayer of 
each person entertained, using an entertainment 
facility or receiving a gift. 

« » . • 

( c ) Rules for substantiation — « » » 
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(ill) Primary use of a facility . Section 27^(a) 
(1)(B) provides that no deduction shall be allowed for 
any Item with respect to a facility used In connection 
with an entertainment activity unless the taxpayer 
establishes that the facility was used primarily for 
the furtherance of his trade or business. A determination 
whether a facility was used primarily for the furtherance 
of the taxpayer's trade or business will depend upon the 
facts and circumstances of each case. In order to 
establish that a facility was used primarily for the 
furtherance of his trade or business, the taxpayer shall 
maintain records of the use of the facility, the cost 
of using the facility, mileage or Its equivalent (If 
appropriate), and such other Information as shall tend 
to establish such primary use. Such records of use shall 
contain — 

(a) For each use of the facility claimed to be 
In furtherance of the taxpayer's trade or business, 
the elements of an expenditure specified In paragraph 
(b) of this section, and 

(b) For each use of the facility not In 
furtherance of the taxpayer's trade or business, an 
appropriate description of such use. Including cost, 
date, number of persons entertained, nature of enter- 
tainment and. If applicable, lnfoi*matlon such as 
mileage or Its equivalent. .A notation such as 
"persona] use" or "family use" would. In the case of 
such use, be sufficient to describe the nature of 
entertair ment . 

If a taxpayer falls to maintain adequate records 
concernirg a facility which Is likely to serve the 
personal purposes of the taxpayer. It shall be 
presumed that the use of such facility was primarily 
personal . 

« « « 
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A. Daniel Pusai^s, Esquire 
Cleric, U.S. CoiUTt of Appeals 
for the Second Circuit 
Roan 1702 , U.S. Courthouse 
P’oley Square 

New York, New York 10007 

Re: Philip Hajidelman and Esther Handelman v. 
Commissioner 

(C.A. 2 - No. 74-1166) 


Dear Mr. Flisaro: 

We are transmitting herewith fbr filing with your Court on 
behalf of the Appellant in the above-entitled case twenty-five 
copies of the brief and ten copies of the record appendix 
together with four copies of the exhibit volume. 

We are forwarding the additional copies indicated below to 
counsel for the Appellee, together with a copy of this letter. 

Sincerely yours. 


ihclosures 


Assistant Attorney General 
Tax Division 


IVEYBF ROniWACKS 
Chief, y^ipellate Section 


cc: Robert Trien, Esquire 
360 Lexington Avenue 
New York, New York 10017 
Appellant’s brief (4 copies) 
Record appendix (4 copies) 
Exhibit volume (1 copy) 
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